GOVERNMENT AND ADMINISTRATIVE LAW

The American Recovery and Reinvestment

Act of 2009 and Colorado Government

by Rene M. Adema, Michael R. Johnson, and Frederic H. Marienthal

ARRA will increase demand in the capital markets for debt issued by Colorado governments. Colorado law has
been changed to permit state and local governments to fully use the finance tools created by ARRA.

Reinvestment Act of 2009 (ARRA)' into law in Denver on

February 17, 2009. ARRA is the most significant tax legis-
lation affecting state and local government finance since the Tax
Reform Act of 1986.

One of ARRA’s intended benefits is to increase demand in the
capital markets for debt issued by state and local governments.
ARRA accomplishes this by creating five new financial products,
increasing volume cap for three existing financial products, and
modifying the effect of the alternative minimum tax on certain tax-
exempt municipal bonds. Many of the details and technical provi-
sions of ARRA are still being interpreted and formulated by the
U.S. Treasury Department (Treasury), and there will be additional
guidance promulgated by the Treasury from time to time.

P resident Barack Obama signed the American Recovery and

Overview of Municipal Finance

Section 103(a) of the Internal Revenue Code of 1986, as amend-
ed (Code), allows state and local governments to issue tax-exempt
municipal bonds on an advantageous basis by excluding from gross
income for federal income tax purposes interest on any “state or lo-
cal bonds,” which are defined as any obligation of any state or po-
litical subdivision thereof. The tax-exempt municipal bond market
is a multi-trillion dollar industry. The Bond Buyer reports that in
2008 alone, state and local governments issued $2.69 trillion of tax-
exempt municipal bonds.? Tax-exempt municipal finance is partic-
ularly advantageous to state and local governments because of the
reduced borrowing costs associated with tax-exempt debt. Interest

rates on tax-exempt municipal debt typically will price approxi-
mately 30 percent lower than the interest rates on taxable debt.

As background, in 1895, the U.S. Supreme Court first consid-
ered the constitutionality of the federal government imposing a tax
on the interest paid to bondholders on state and local governmen-
tal tax-exempt obligations. The Court held:

As the states cannot tax the powers, the operations, or the prop-
erty of the United States, nor the means which they employ to
carry their powers to execution, so it has been held that the
United States have no power under the Constitution to tax ei-
ther the instrumentalities or the property of a state.® ... [ T Jaxa-
tion of interest [from municipal securities] would operate on the
power to borrow before it is exercised, and would have a sensible
influence on the contract, and that the tax in question is a tax on
the power of the states and their instrumentalities to borrow
money, and consequently repugnant to the Constitution.

The Court’s holding remained largely uncontested through
1913, until the passage of the Sixteenth Amendment. In response,
Congress codified the exemption of interest on state and local gov-
ernmental obligations from federal income taxation in the Revenue
Act of 1913.

Historically, the Code permitted the issuance of tax-exempt mu-
nicipal bonds for both private and governmental projects. Con-
gress, in response to the proliferation of the issuance of tax-exempt
municipal debt and the resulting perceived loss of federal tax rev-
enue, prohibited the issuance of tax-exempt municipal bonds for
any private purpose except in very limited circumstances. The result

About the Authors

Coordinating Editor

Brad Bailey—(303) 670-
0413, bdbailey.law@q.com

Rene M. Adema is a Partner of Kutak Rock LLP, practicing in the firm’s Section 103 Tax Department—rene.adema

@kutakrock.com. Michael R. Johnson is
a Partner of Kutak Rock LLP, practicing
in the firm’s public finance department—
michael.johnson@kutakrock.com. Fred-
eric H. Marienthal is a Partner of Kutak
Rock LLP, practicing in the firm’s public
finance department—frederic.marienthal
@kutakrock.com.

Govemment and Administrative Law articles provide information to attorneys dealing with state and federal administrative agencies, as well as attor-
neys representing public or private clients in the areas of municipal, county, and school or special district law.

The Colorado Lawyer | July 2009 | Vol. 38, No.7 65




GOVERNMENT AND ADMINISTRATIVE LAw

was that Congress created two classes of municipal bonds: govern-
mental bonds, which are tax-exempt bonds used to finance proj-
ects generally owned and operated by state and local governmental
entitics; and qualified private activity bonds, which are tax-exempt
bonds used to finance projects generally owned and operated by
501(c)(3) entitics or certain private entities operating certain busi-
nesses expressly enumerated in the Code.

New Financial Products

ARRA creates tive new financial products, including two cate-
gories of Build America Bonds, Recovery Zone Economic Devel-
opment Bonds, Recovery Zone Facility Bonds, Qualified School
Construction Bonds, and Tribal Economic Development Bonds.
Each of these new financial products is described below.

Build America Bonds

ARRA created a new class of tax-credit bonds called Build
America Bonds. Build America Bonds can be used to finance any
governmental project that otherwise could be financed with pro-
ceeds of tax-exempt municipal bonds under Code § 103. The in-
terest paid on a Build America Bond is taxable to the holder.

ARRA creates two classes of Build America Bonds. The first is
the Refundable-Credit Build America Bond, which provides the
issuer with a refundable credit in the amount of 35 percent of the
interest payable by the issuer on each interest payment date. This
refundable credit is paid by the Treasury directly to the issuer. The
second is the Holder-Credit Build America Bond, which provides
the holder with a federal tax credit equal to 35 percent of the in-
terest paid to the holder on each interest payment date. Build
America Bonds must be issued before January 1,2011 and cannot
be issued with more than a de minimus amount of premium.

Recovery Zone Economic Development Bonds

and Recovery Zone Facility Bonds
ARRA created Recovery Zone Economic Development Bonds
and Recovery Zone Facility Bonds that can be issued to finance
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projects located within a recovery zone. A recovery zone includes
the following:

1) any area designated by the issuer as having significant poverty,

unemployment, rate of home foreclosures, or general distress;

2) any area designated by the issuer as cconomically distressed

by reason of the closure or realignment of military installa-
tion pursuant to the Defense Base Closure and Realignment
Act of 1990;* and

3) any area for which a designation as an empowerment zone or

renewal community is in effect.

The Recovery Zone Economic Development Bond is a tax-
credit bond and is similar to a Build America Bond in that there
is 2 Holder-Credit Recovery Zone Economic Development Bond
and a Refundable-Credit Recovery Zone Economic Development
Bond. The Holder-Credit Recovery Zone Economic Develop-
ment Bond provides the holder with a federal tax credit equal to
35 percent of the interest paid to the holder on each interest pay-
ment date. The Refundable-Credit Recovery Zone Economic De-
velopment Bond provides the issuer with a 45 percent refundable
credit.

The Recovery Zone Economic Development Bonds can be is-
sued to finance any qualified economic purpose, which includes:

1) development or other economic activity in a recovery zone,

including capital expenditures incurred with respect to prop-
erty located within a recovery zone;

2) public infrastructure and construction of public facilities; and

3) job training expenditures.

The authorized national cap for Recovery Zone Economic De-
velopment Bonds is $10 billion, which will be allocated by the In-
ternal Revenue Service (IRS) to the states based on each state’s
proportionate employment decline in 2008. All Recovery Zone
Economic Development Bonds must be issued prior to January 1,
2011.

The Recovery Zone Facility Bond is a traditional tax-exempt
bond, meaning the interest paid to the holder of the bond is ex-
empt from federal income tax. These bonds can be issued to fi-
nance recovery zone property, which includes: property construct-
ed, reconstructed, renovated, or acquired by a taxpayer within a re-
covery zone; the original use of which commences with the
taxpayer; and that is used in the active conduct of a qualified busi-
ness of the taxpayer in such zone, excluding residential rental prop-
erty and a few other business such as gambling facilities, country
clubs, and liquor stores.

The authorized national cap for Recovery Zone Facility Bonds
is $15 billion, which will be allocated by the IRS to the states based
on each state’s proportionate employment decline in 2008. All Re-
covery Zone Facility Bonds must be issued before January 1,2011.

Qualified School Construction Bonds

ARRA also creates Qualified School Construction Bonds that
can be issued to finance the construction, rehabilitation, or repair
of public school facilities or the acquisition of land on which such
schools will be located. This includes, among other things, expen-
ditures for the costs of acquisition of equipment to be used in such
schools. For each of calendar years 2009 and 2010, $11 billion of
Qualified School Construction Bond cap has been authorized for
states and large school districts, which will be allocated by the IRS.

There is a separate cap of $200 million authorized for allocation
to Indian tribal governments, which will be allocated by the Secre-
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tary of Interior. Such amounts may be used to finance the con-
struction, rehabilitation, and repair of schools funded by the Bu-
reau of Indian Affairs.

Tribal Economic Development Bonds

ARRA also creates a new class of Tribal Economic Develop-
ment Bonds. These are traditional tax-exempt bonds that can be
issued by Indian tribal governments to finance nonessential gov-
ernmental functions that would qualify for tax-exemption under
Code § 103 if issued by a state or local government. Prior to this
change, the Code permitted Indian tribal governments to tssue
bonds solely for essential governmental functions. ARRA prohibits
the financing of any buildings housing class I1 or class I1I gaming,
any property used in the conduct of class II or class 111 gaming, and
any facilities located outside an Indian reservation. ARRA allows
for an allocation of up to $2 billion in each of 2009 and 2010. The
IRS will pronounce either a project-based or formula-based allo-
cation method.

Allocation Increases for Certain
Existing Financial Products

In addition to creating several new financial products to be used
by state and local governments, ARRA increases the allocation is-
suance authority for several existing tax-credit bonds, including
Clean Renewable Energy Bonds, Qualified Energy Conservation
Bonds, and Qualified Zone Academy Bonds.

Clean Renewable Energy Bonds can be issued to finance facili-
ties that generate electricity from various sources, such as wind,

closed-loop biomass, open- l()op biomass, solar energy, geothermal,
hydropower, and trash combustion facilities. This allocation was
increased from $800 million to $2.4 billion.

Qualified Energy Conservation Bonds can be issued to finance
state, municipal, and tribal government programs designed to re-
duce greenhouse gas emissions that meet certain statutory require-
ments for qualified conservation purposes. This allocation was in-
creased from $800 million to $3.2 billion.

Qualified Zone Academy Bonds can be used to finance school
renovations, equipment purchases, course materials, and the training
of teachers at certain public school facilities below the college level
that are located in empowerment zones or enterprise communities.
This allocation was increased by $2.4 billion for each of 2009 and
2010. The previous allocation was $400 million through 2009.

Changes Affecting Holders of
Tax-Exempt Municipal Bonds

ARRA implements several changes to existing laws that are de-
signed to increase market demand for tax-exempt municipal
bonds. Specifically, these changes include modifying existing bank
qualification provisions under § 265 of the Code, as well as ex-
empting certain interest paid on tax-exempt municipal bonds from
the alternative minimum tax.

Prior to ARRA, Code § 265 allowed an issuer to designate tax-
exempt municipal bonds as “bank qualified bonds,” provided that,
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amony other things, the issuer did not intend to issue more than
$10 million in rue-exempt bonds in that calendar year. Tax-exempt
municipal bonds designated as “bank qualified” gencrally price at
yiclds below non-bank-qualified tax-exempt municipal bonds.
ARRA has increased this threshold from $10 million to $30 mil-
lion. Additionally, ARRA now allows any 501(c) organization, as

a conduit borrower, to be treated as a separate issuer for purposes of

applying this $30 million threshold test.

The interest paid on most private activity tax-exempt munici-
pal bonds generally has been subject to the alternative minimum
tax (AMT) and has been includable in a corporation's adjusted cur-
rent carnings (ACLE) for AMT purposes, which ultimately has
caused such bonds to price higher than non-AMT bonds. ARRA
provides that interest paid on private activity bonds issued in 2009
and 2010 to either finance new capital projects or refinance certain
tax-exempt municipal bonds issued during 2004 through 2008 will
not be subject to AMT and will not be includable in a corpora-
tions ACE.

Colorado State Law

House Bill (H.B.) 09-1346,° the Colorado Recovery and Rein-
vestment Finance Act of 2009, was enacted by the Colorado Gen-
eral Assembly to authorize Colorado governments to tully use the
new finance tools created by ARRA. This new legislation is de-
signed to implement ARRA’s provisions and allow the state and
its cities, schools, higher educational institutions, and other political
subdivisions to more easily and cheaply issue bonds (stimulus
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bonds) to build and repair intrastructure. The changes effected by
H.B. 09-1346 that permit the issuance of the new stimulus bonds
arc discussed below.

Who May Issue
Any Colorado government may issue stimutus bonds. H.B. 09-
1346 also authorizes two or more Colorado governments to create
a Recovery and Reinvestment Finance Act Authority to issue stim-
ulus bonds on a pooled basis.

Bonds or Lease Purchase Agreements

Stimulus bonds may be issued as bonds or as certificates of par-
ticipation evidencing interests in payments under a lease purchase
agreement. Therefore, stimulus bonds may be issued by Colorado
governments as either long-term multiple fiscal year indebtedness
or certificates of participation subject to annual appropriation.

Bond Terms

Stimulus bonds may be issued with any original issue discount
or premium or any redemption provisions, at any fixed or variable
interest rate, in any denominations, and with maturities up to forty
years. Principal, interest, and federal direct payments may be
stripped from one another and may be issued and transferred as
separate securities.

Investments

Investments of deposits into sinking funds for stimulus bonds
that are issued with deferred maturities (which are common for tax
credit bonds) are specifically authorized. Permitted investments
also are expanded.

State Credit Enhancement Programs

Existing state credit enhancement programs may be used with
stimulus bonds. These programs include: (1) the school district in-
tercept program; (2) the charter school intercept and moral obli-
gation programs; (3) the higher education state intercept program;
and (4) the new school district certificate of participation moral
obligation program included in the 2009 school finance act.®
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Federal Direct Payments

Colorado governments that issue Build America Bonds or Re-
covery Zone Fconomic Development Bonds may elect to receive a
direct payment from the tederal government instead of a tax cred-
it to the bondholder, and may use the federal direct payment to pay
debt service on the bonds or for any legal purpose. Federal direct
payments that are used to pay debt service are netted against and
reduce interest under Colorado law, including interest and repay-
ment limits under ballot questions, Colorado statutes, and the
Colorado Constitution. Except for Build America Bonds, for
which there is no volume cap, the dollar amount of all other stimu-
lus bonds is subject to annual volume caps. These are discussed be-
low.

School construction bonds. State volume cap for 2009 is
$87,147,000.” Denver Public Schools’ direct volume cap (as a re-
sult of number of students in poverty) for 2009 is $24,022,000.%
The state allocation will be used for the Build Excellent Schools
Today (B.E.S.T.) program but may be reallocated to other school
districts and charter schools by the B.E.S.T. board.

Energy conservation bonds. State volume cap for 2009 is
$51,244,000.° The Governor’s Energy Office will allocate the vol-
ume cap among large counties and municipalities (population
greater than 100,000) based on the ratio of population to the total
state population. The remainder will be allocated to the state for
use by the state or reallocation to large counties and municipali-
ties. 1V

Recovery Zone Economic Development Bonds and Recovery
Zone Facility Bonds. The state volume cap for these bonds has not
yet been announced by the Treasury. The estimated amount of vol-
ume cap for 2009 for Colorado tor Recovery Zone Economic De-
velopment Bonds is $73.14 million and for Ru()vnry Zone Facili-
ty Bonds is $109.70 million." The Commission on Higher Edu-
cation will allocate the volume cap for both types of bonds to
counties and large municipalities (population greater than
100,600}, based on the ratio of the 2008 employment decline, to
the total state 2008 employment decline for the purpose of financ-
ing or refinancing projects that are owned or used by institutions
of higher education and approved by the Commission on Higher
Education.!? Any volume cap not used by September 1, 2010 will
be allocated by the Department of Local Affairs to counties and
large municipalities for any purpose permitted under federal law
(the higher education restriction lapses).'3

Qualified Zone Academy Bonds. State volume cap for 2009 is
$19,930,000."* The state B.E.S.T. board will allocate the volume
cap to school districts for district and charter school improvement
projects that qualify based on private sector participation.!®

Clean Renewable Energy Bonds and New Clean Renewable
Energy Bonds. The volume caps are national and are administered
by the Treasury pursuant to an application process.

Expiration of volume cap allocations. Governments to which a
volume cap is allocated under H.B. 09-1346 must issue bonds or
execute a bond purchase agreement by November 11 of a calendar
year. Any volume cap not used to issue bonds by November 30 of a

calendar year reverts to the statewide balance for reallocation or
carry forward to the next year.’

Issuers of stimulus honds must report on bonds issued within
thirty days of issuance.t” Falure to file the report does not adverse-
ly affect the validity of thc bonds, but the issuer cannot issue addi-
tional stimulus bonds until reports for all earlicr issucs have been
tiled.™

Conclusion

ARRAS newly created financial products will provide Colorudo
governments access to cheaper funds to finance and repair infra-
structure, buildings, and schools, as well as for energy projects and
workforce development, among other projects. The expenditures
of these funds will stimulate the Colorado economy and create new
jobs. Although financing for many of these projects has always
been available to governmental entities through the issuance of tra-
ditional tax-exempt bonds, given the existing credit markets, the
creation of various new tax-credit products to finance these same
projects is designed to expand the markets that will purchase gov-
ernmental debt.
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